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Q: SWS Group had an
extremely busy 2011 fiscal year
and saw some significant
changes at the firm. How have
these changes positioned

SWS Group for the future?

A: T believe chis past year will prove to have

been one of the most important periods in the

company’s history. We certainly faced our share
of challenges in fiscal 2011, and I am proud of
the way we've responded. The year was high-
lighted by several important achievements that
have positioned SWS to begin a new chapter in
our story. At the same time, we have renewed
our commitment to the core values upon which
this firm was founded — customer service,
teamwork, opportunity, honesty and integrity.

A few years ago, the company adopted
the theme line “building what you value,” and
I believe we did just that during fiscal 2011.
We have built value for our clients, our share-
holders and our employees by rising to near-
term challenges and never losing sight of the
long-term potential before us.

While we reported a net loss of
$23.2 million for fiscal 2011, on net revenues
of $342.1 million, it is important to note that
our broker-dealer business lines recorded pretax
profits for the year. These segments — clearing
services, retail brokerage and institutional
brokerage — accounted for 82 percent of our
annual revenues, with our banking segment
accounting for the remaining 18 percent. The
continuing strength of our broker-dealer
operations will play a key role as we move
forward.

Declining commercial real estate values
in the markets we serve led to elevated loan loss

provisioning at our banking subsidiary,



Southwest Securities, FSB, which impacted our

financial results. However, we continue working
aggressively to resolve these issues and have
made significant progress toward that goal.

As fiscal 2011 began, we knew there
were specific objectives that needed to be met.
Chief among these was the need for additional
capital to strengthen the bank’s position. We
actively considered all of the options available
to accomplish this, and ultimately decided on
the $100 million transaction with Hilltop
Holdings Inc. and Oak Hill Capital Partners
announced in March and overwhelmingly
approved by shareholders in May. The success-
ful completion of this transaction is not only
the culmination of many months of hard
work, but also marks a new beginning. The
tremendous support shown by our employees,
shareholders and customers throughout this
process is an indication of our firm'’s
underlying strength.

As part of this important transaction,

we proudly welcomed as members of

SWS Group’s Board of Directors, Gerald J.

Ford, Chairman of the Board of Hilltop
Holdings, and J. Taylor Crandall, Managing
Partner of Oak Hill Capital. Mr. Ford and Mr.
Crandall are two of the nation’s most respected
investment executives, and each brings unique
expertise and valuable insight to our Board.
Having two firms of this caliber choose to align
their interests with SWS Group speaks highly
of what we have built here.

There are many reasons for optimism as
we look back on the 2011 fiscal year and the
steps we've taken to position SWS Group for
the future. In spite of a sluggish economy, we
made great strides in addressing the challenges
faced by our banking business, while at the
same time recording pretax profits in all of our
broker-dealer segments and laying the
groundwork for continued strength in the years
ahead. We look forward to building on this
solid foundation as we embrace new

opportunities and begin the next chapter in
SWS Group’s story.



Q: SWS’s Clearing Services has
an industry-wide reputation
for providing a rare level of
customer service and building
significant customer loyalty

as a result. How has the firm
developed this business over
the past year?

AZ At SWS, clearing is a mature, core business.
It is a service we have offered from the very
beginning of our firm. Today, the difference is
that were doing it even better. Our focus is on
helping our correspondents manage and grow
their businesses, so that they don’t merely
survive, but thrive, in this volatile market. The
business is evolving faster than at any time in
our history, so decisions must be based on the
most accurate and timely information possible.
That’'s why we've developed improved reporting
systems that give our correspondents more
support and flexibility. The result is more
timely reporting, better management reports

and faster identification of trends, all of which

have deepened our strong relationship with our
customers.

We also are monitoring the unprece-
dented changes in regulation that have been
taking place over the past two years, and we are
developing tools
to help our
correspondents
deal with those
changes effective-
ly. This dedication
to our customers
has given us more
traction with
potential corre-
spondents as well,
because we have a
much more
flexible platform
to offer. The key

characteristic is flexibility. We have the ability

to serve — equally well — large correspondents
and those operating in a small, niche market,
and that flexibility is more important than ever

11 an uncertain economy.




We're seeing a shift in the correspon-

dent business away from the traditional
broker-dealer to that of a Registered Investment
Advisor (RIA). The new support systems SWS
has developed for correspondents can help
broker-dealers change their status to Registered
Investment Advisors, if the change supports
their business goals. RIA income, being
fee-based, can also provide a smoother cash
flow, making businesses easier to manage.
SWS’s employees are at the heart of our
success. By being innovative and discovering
ways to use information more wisely and
broadly, our employees have done an
outstanding job of serving our customers, and,
in doing so, have benefited SWS and its share-
holders, as well. SWS has a long history of
adapting to and remaining on the forefront of
change. We are a firm that has prospered
because we have adhered to our core principles
and values. We believe that by serving the end
customer well, everyone wins. That is our

watchword and our focus.

Q: Over the years, SWS Group
has built a strong presence in
the retail brokerage space.
What are some of the changes
that have taken place in these
business lines over the past year
and how is the firm’s retail
segment currently positioned?

A: Our retail segment showed improved
performance last year and is poised for growth.
We have established ourselves as a premier
financial services firm with the technology and
tools to compete with Wall Street, while
maintaining the agility and open communica-
tion style that comes from being a regional
firm. Larry G. Tate was named Director of
Retail for the firm in April of 2011, and his
record of success in recruiting talented

advisors and opening successful branches will
play an important role in our plans to grow this
business. As Director of Retail, he oversees both

of the business units that make up this segment

— the retail advisor network and the rerail

products area.
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Q: The institutional business
lines cover a broad range of
services offered by SWS. How
do these businesses reflect the
firm’s commitment to building
value for customers?

A: sws Group’s institutional lines include
taxable fixed income, municipal finance,
corporate finance, securities lending and equity
trading. During fiscal 2011, these businesses
demonstrated the value of the deep client
relationships we have developed over the years.
While our institutional businesses represent a
diverse range of products and services, a
common thread runs through our approach to
each of them — we build crust by delivering the
highest standard of customer service.

In our Taxable Fixed Income business,
we have developed a team of highly-skilled
professionals across the country that focuses on
the importance of building long-term relation-
ships with clients. As a result, our customers
know they can rely on us to provide them with
liquidity and the right products to accomplish
their objectives. During fiscal 2011, we
increased our activity with residential- and com-

mercial-related mortgage products, as well as

asset-backed securities. We added talented
individuals with expertise in these areas. We also
expanded our agency underwriting business,
and we continue to increase our use of technol-
ogy to maximize our capabilities. Our develop-
ment and utilization of electronic trading
platforms have allowed us to add volume and
sets us apart from many other regional firms.

Southwest Securities’ Municipal Finance
division continues posting strong results and
building on its reputation as a leader in the
industry. Our investment bankers across the
country understand the unique challenges being
faced by school districts and municipalities in
the regions they serve. We specialize in provid-
ing close working relationships with our clients
and catering our services to meet their specific
goals. To accomplish this, we draw on our
team’s broad experience and the comprehensive
network of technical support, and sales and
trading staff we have built over the years.

In fiscal 2009, we embarked on a new
strategy to build the premier middle market
Corporate Finance team in the Southwest.
Today we actively serve clients across a broad
range of industries on critically important
transactions such as mergers, acquisitions,

divestitures, and private placements of equity



and debt. This focus allows our team’s deep
domain knowledge, valuable relationships and
extensive deal experience to provide clients with
superior results when they are needed most.
Building and sustaining a reputation for provid-
ing top-notch advice and service takes time and
effort, and our strategy is proving successful,
Our team has completed more than 20 advisory
and financing transactions for clients since the
start of fiscal 2010, including a dozen during
fiscal 2011. Completing mergers and acquisi-
tions, and.ﬁnancing transactions in volatile
business conditions like we've had during the
last few years requires expert analysis and
process management, complex structuring, and
delicate negotiations. Fortunately, such
demands also allow us to differentiate the
quality of Southwest Securities” people,
relationships and resources from those of our
competitors. Our strong momentum should
continue as we move forward into fiscal 2012
and beyond.

Securities lending, like clearing, is a core
business at SWS and is a business we continue
to expand. As regulation has changed the
landscape of securities lending over the past two
years, we have continually adapred our business

and helped our customers to adapt, as well.

Strengthening our deep relationships
with our customers has been the primary focus
of our portfolio trading group in the past year.
Integral to that effort is our emphasis on adding
foreign securities execution to our product offer-
ing and developing value-added reports for our
customers. The effort has been challenging, but
is proving successful as we gain a growing share
of institutional business. We expect to build on
that success for a
long time to come.

Our agency
trading professionals
utilize state-of-the-art
technology combined
with their extensive
experience to provide
support for equities
and options trading.
Most trades are fully-
automarted, using a

diverse selection of

market centers. These
processes are routinely monitored to ensure
best execution of trades, and our trading
professionals also deploy their broad experience
and expertise to assist with larger, morée

complex orders.



2: SWS Group’s banking sub-
s1dlary, Southwest Securities,
ESB, began the 2011 fiscal year
with an eye on achieving several
specific goals. What progress
has been made, and what are
the bank’s core strengths as a

part of SWS’s business model?

A: we began the year with a clear focus on
reducing the level of classified assets at the
bank,

maintain-

repOosItion-
ing the

balance

conunuing
to fully comply with the regulatory conditions
under which the bank has operated. We
succeeded on each of these objectives during
fiscal 2011.

The successtul $100 million capital

raise provides important flexibility as we bring
down the bank’s level of classified assets. We

have been very proactive in addressing the

situation, allocating additional personnel and
resources, anda developing new procedures to
manage and monitor asset quality.
Even as we have reduced the size of our
loan vortfolio. we | BTN
total loan portfolio, we have continued
strengthening the close customer relationships
- b kers | - L\ 1 e e veare
our bankers have built over the years.
Southwest Securities, FSB remains a Preferred

Lender

for the U.5. Small Business
Administration. We are proud of this designa-
tion which allows us to expedite the approval,
processing and funding of loans for our small
business clients. The bank alse provides
customers with a robust platform of treasury
management tools o help them increase the
efficiency of their d

successful mort

(gage pmchse business
continues erve morigage bankers across the

nation and holds significant

managed growih when conditions warrant.
We plan to continue focusing on the

core strengths of ocur bdﬂ,l\lllﬁ business and the
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consistent and responsible course of action to

address credit quahty issues. While there is

certainly still work to be done, we are in a solid

position t¢ move forward with cur efforts.
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FORWARD-LOOKING STATEMENTS
From time to time, we make statements (including some contained in this report) that predict or forecast future events, depend
on future events for their accuracy, or otherwise contain “forward-looking” information and constitute “forward-looking statements”
within the meaning of applicable U.S. securities legislation. Such statements are generally identifiable by the terminology used such as
“plans,” “expects,” “estimates,” “budgets,” “intends,” “anticipates,” “believes,” “projects,” “indicates,” “targets,” “objective,” “could,”
“should,” “may” or other similar words. By their very nature, forward-looking statements require us to make assumptions that may not
materialize or that may not be accurate. Readers should not place undue reliance on any forward-looking statement and should recognize
that the statements are predictions of future results, which may not occur as anticipated. Actual results may differ materially as a result
of various factors, some of which are outside of our control, including:
* the interest rate environment;
»  the volume of trading in securities;
» the liquidity in capital markets;
+  the volatility and general level of securities prices and interest rates;
*  the ability to meet regulatory capital requirements administered by federal agencies, including without limitation, those
established by the Order to Cease and Desist, Order No. WN-11-003, effective on February 4, 2011 (the “Order”) with the
Office of Thrift Supervision (“OTS”) and the Office of the Comptroller of the Currency (“OCC”);
o the level of customer margin loan activity and the size of customer account balances;

e the demand for real estate in Texas and New Mexico and the national market;

»  the credit-worthiness of our correspondents, counterparties in securities lending transactions and of our banking and
margin customers;

»  the demand for investment banking services;

. generaI economic conditions, especially in Texas and New Mexico, and invéstor sentiment and confidence;

» the value of collateral securing the loans we hold;

*  competitive conditions in each of our business segments;

¢ changes in accounting, tax and regulatory compliénce requiréments;

¢ changes in federal, state and local tax rates;

» the ability to attract and retain key personnel;

» the availability of credit lines;

» the potential misconduct or errors on the part of employees or third parties with whom we conduct business;

. the ability of borrowers to meet their contractual obligations and the adequacy of our allowance for loan losses; and

» the potential for litigation and other regulatory liability.



Our future operating results also depend on our operating expenses, which are subject to fluctuation due to:

*  variations in the level of compensation expense incurred as a result of changes in the number of total employees, competitive
factors, or other market variables;

*  variations in expenses and capital costs, including depreciation, amortization and other non-cash charges incurred to maintain
our infrastructure; and

*  unanticipated costs which may be incurred from time to time in connection with litigation, regulation and compliance, loan
analyses and modifications or other contingencies.

Other factors, risks and uncertainties that could cause actual results to differ materially from forward-looking statements include
those factors discussed in this report in the sections entitled Item 1. “Business,” Item 1A. “Risk Factors,” Item 7. “Management’s
Discussion and Analysis of Financial Condition and Results of Operations - Overview,” “-Risk Management,” and “-Critical Accounting
Policies and Estimates” and those discussed in our other reports filed with and available from the Securities and Exchange Commission
(the “SEC”). Our forward-looking statements are based on current beliefs, assumptions and expectations, taking into account information
that we reasonably believe to be reliable. All forward-looking statements we make speak only as of the date on which they are made and,
except as required by law, we expressly disclaim any obligation or undertaking to disseminate any updates or revisions to any forward-.
looking statements contained herein to reflect any change in our expectations with regard thereto or any change in events or
circumstances on which any statement is based.




PART 1
ITEM 1. BUSINESS

We are a diversified financial services holding company focused on delivering a broad range-of investment banking, commercial
banking and related financial services to individual, corporate and institutional investors, broker/dealers, governmental entitiés and
financial intermediaries. We are the largest full-service brokerage firm headquartered in the Southwestern United States (based on the
number of financial advisors).

For purposes of this report, references to “we,” “us,” “our,” “SWS” and the “company” mean SWS Group, Inc. collectively with
all of our subsidiaries, and references to “SWS Group” mean solely SWS Group, Inc. as a single entity.

SWS Group is a Delaware corporation and was incorporated in 1972, and its common stock is listed on the New York Stock
Exchange (“NYSE”). Our principal executive offices are located at 1201 Elm Street, Suite 3500, Dallas, Texas 75270. Our telephone
number is (214) 859-1800 and our website is www.swsgroupinc.com. We do not intend for information contained on our website to be
part of this Form 10-K. We file annual, quarterly and current reports, proxy statements and other information with the SEC. You may read
and copy any document we file with the SEC at the SEC’s public reference room at 100 F Street, N.E., Washmgton DC 20549. Please
call the SEC at 1-800-SEC-0330 for information on the public reference room.

The SEC also maintains an Internet site that contains annual, quartérly and current reports, proxy and information statements
and other information that we (together with other issuers) file electronically. The SEC’s Internet site is www.sec.gov. We make available
free of charge on or through our website our annual, quarterly and current reports and amendments to those reports as soon as reasonably
practicable after we electronically file such material with or furnish it to the SEC. Additionally, we will provide electronic or paper copies
of our filings free of charge upon request.

Our principal brokerage subsidiary, Southwest Securities, Inc. (“Southwest Securities”), is a registered broker/dealer and a
member of the NYSE. It is also a member of the Financial Industry Regulatory Authority (“FINRA”), Securities Investor Protection
Corporation (“SIPC”), and other regulatory and trade organizations.

Southwest Securities provides integrated trade execution, clearing and client account processing to over 160 financial service
organizations, which includes correspondent broker/dealers and registered investment advisors in 30 states and Canada. Southwest
Securities serves individual investors through its private client group offices in Texas, California, Nevada and Oklahoma and institutional
investors nationwide. Southwest Securities also extends margin credit and lends securities and manages and participates in underwriting
equity and fixed income securities. For the fiscal year ended June 24, 2011, revenues from Southwest Securities accounted for
approximately 72% of our consolidated revenues. :

We currently operate SWS Financial Services, Inc. (“SWS Financial”), a broker/dealer subsidiary that is also registered with
FINRA. SWS Financial contracts with approximately 300 individual registered representatives (who are FINRA licensed salespersons) for
the administration of their securities business. While these registered representatives must conduct all of their securities business through
SWS Financial, they may conduct insurance, real estate brokerage or other business for others or for their own accounts. The registered
representatives are responsible for all of their direct expenses and are paid higher commission rates than Southwest Securities’ registered
representatives to compensate them for their added expenses. SWS Financial is a correspondent of Southwest Securities.

SWS Group purchased M.L. Stern & Co., LLC, a registered broker/dealer, and its wholly-owned subsidiary, Tower Asset
Management, LLC, after the close of business on March 31, 2008. Substantially all of the operations of the broker/dealer were transferred
to Southwest Securities in December 2008 and are operating as separate offices of Southwest Securities’ private client group. M.L. Stern
& Co., LLC was dissolved effective May 26, 2011. Tower Asset Management, LLC ceased business operations on June 30, 2009 and was
dissolved effective June 30, 2010.

We offer full-service, traditional and Internet banking through Southwest Securities, FSB (the “Bank”). The Bank is a federally
chartered savings bank organized and existing under the laws of the United States. The Bank conducts business from its main operating
facilities and headquarters in Dallas, Texas and 15 banking center locations in Texas and New Mexico. In 2003, SWS Banc Holdings, Inc.
(“SWS Banc”) was incorporated as a wholly-owned subsidiary of SWS Group in the state of Delaware and became the sole stockholder
of the Bank in 2004.

The annual consolidated financial statements of SWS are prepared as-of the close of business on the last Fnday in June. The
Bank’s annual financial statements are prepared as of June 30th. *



PRODUCTS AND SERVICES

In fiscal 2011, we operated through four business segments grouped primarily by products, services and customer base:
clearing, retail, institutional and banking. The segments are managed separately based on the types of products and services offered and
their related client bases and are consistent with how we manage our resources and assess our performance. For more information about
each of these business segments, see Item 7. “Management’s Discussion and Analysis of Financial Condition and Results of Operations,”
below. See also Note 26 in the Notes to the Consolidated Financial Statements for the fiscal years.ended June 24, 2011, June 25, 2010
and June 26, 2009 included under Item 8. “Financial Statements and Supplementary Data” for information regarding the revenues,
income (loss) and total assets of each of our business segments.

Clearing. We provide clearing and execution services for other broker/dealers (predominantly on a fully disclosed basis). Our clientele
includes general securities broker/dealers and firms specializing in high volume trading.

In a fully disclosed clearing transaction, the identity of the correspondent’s client is known to us and we physically maintain the
client’s account and perform a variety of services as agent for the correspondent. Correspondent firms are charged fees based on their use
of services according to a contractual schedule.

Our services are tailored to meet the specific needs of our clients. We currently support a wide range of clients, including
discount and full-service brokerage firms, direct access firms, registered investment advisors and institutional firms. High-volume trading
firms trade actively on a proprietary basis or provide services to those customers who trade actively on a daily basis. As of June 24, 2011,
Southwest Securities provided clearing services for three high-volume trading firms. The nature of services provided to the customers of
high-volume trading firms and the internal costs necessary to support them are substantially lower than the standard correspondent costs
and services. Accordingly, fees for services to these correspondents, on a per trade basis, are discounted substantially from the fees
normally charged to other customers.

In addition to clearing trades, we tailor our services to meet the specific business needs of our clearing clients and offer such
products and services as recordkeeping, trade reporting, accounting, general back-office support, securities and margin lending,
reorganization assistance and custody of securities.

The terms of our agreements with our correspondents define the allocation of financial, operational and regulatory responsibility
arising from the clearing relationship. To the extent that the correspondent has available resources, we are protected against claims by
customers of the correspondent arising from actions by the correspondent; however, if the correspondent is unable to meet its obligations,
dissatisfied customers may attempt to recover from us. '

Retail. The Retail segment includes the sale of retail securities, insurance products and managed accounts.

Retail Securities. We act as securities broker for retail investors in the purchase and sale of securities, options, commodities and
futures contracts that are traded on various exchanges or in the over-the-counter market through our employee registered representatives
or our independent contractor arrangements. As a securities broker, we extend margin credit on a secured basis to our retail customers in
order to facilitate securities transactions. Through our insurance subsidiaries, we hold insurance licenses in 44 states in order to facilitate
the sale of insurance and annuity products by our financial advisors to retail clients. In most cases, we charge commissions to our clients )
in accordance with our established commission schedule. In certain instances, discounts varying from the schedule are given, generally
based upon the client’s level of business, the trade size and other relevant factors. Some of our registered representatives also maintain
licenses to sell certain insurance products. Southwest Securities is registered with the Commodity Futures Trading Commission (“CFTC”)
as a non-guaranteed introducing broker and is a member of the National Futures Association (“NFA”). Southwest Securities is a fully
disclosed client of two of the largest futures commodity merchants in the United States.

Our financial advisors work with their individual clients to create investment portfolios based on the client’s specific financial
goals and tolerance for risk. We provide access to fee-based platforms and a wide array of products and services including access to
investment management programs that can be tailored to the individual client relationship to enhance the financial advisor’s business and
benefit his or her clients. '

At June 24, 2011, Southwest Securities employed 166 registered representatives in 20 retail brokerage offices (two located in
Houston and one located in each of Austin, Dallas, Georgetown, Longview, Lufkin, Plano, San Antonio and Southlake, Texas; a strategic
asset group located at the company’s headquarters in Dallas, Texas; one located in each of Oklahoma City and Norman, Oklahoma; one
located in each of Beverly Hills, Monterey, Rancho Bernardo, Sacramento, San Diego and San Francisco, California and one located in
Las Vegas, Nevada). In addition, at June 24, 2011, SWS Financial had contracts with 297 independent retail representatives for the
administration of their securities business. .
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Insurance. Southwest Financial Insurance Agency, Inc. and Southwest Insurance Agency, Inc., together with its subsidiary,
Southwest Insurance Agency of Alabama, Inc., (collectively, “SWS Insurance”) hold insurance agency licenses in 44 states for the
purpose of facilitating the sale of insurance and annuity products for our registered representatives to their retail customers. We retain no
underwriting risk related to the insurance and annuity products that SWS Insurance sells.

Managed Accounts. Through the Managed Advisors and Accounts department of Southwest Securities, we provide advisors
with a wide array of products and services to enhance and grow their advisory business referred to as the “Partner” program. The Partner
program can be tailored to the individual client relationship and provides the flexibility that we believe is key to an advisor’s success.
Other products available include “Premier Advisors,” which gives an investor access to approximately 300 of the world’s leading
institutional money managers at competitive rates; and “Advantage,” which offers an advisory service designed to assist investors with
identifying a strategic asset allocation strategy using mutual funds and exchange traded funds (“ETF”) and developing a plan to work
toward their long-term financial goals. The “Global Tactical Allocation” (“GTA”) is a strategy that uses ETFs and mutual funds to
develop a tactical strategy. This strategy actively adjusts a portfolio’s allocation mix based on a view of the markets over the next 12
months by over/underweighting underlying asset classes to determine the appropriate asset allocation mix in consideration of current
market conditions. The Russell Strategies program uses only mutual funds from Russell Investments. The models and the funds that are
used within each model are provided by Russell Investments and provide investors with well balanced and diversified portfolios.

Margin Lending. We extend credit on a secured basis directly to our customers, the customers of correspondent firms and the
correspondent firms themselves in order to facilitate securities transactions. This credit, which earns interest income, is known as “margin
lending” and is conducted primarily in our clearing and retail segments. We extend margin credit to correspondent firms only to the extent
that such firms pledge their own (“proprietary”) assets as collateral. Our correspondents indemnify us against margin losses on their
customers’ accounts. Since we must rely on the guarantees and general creditworthiness of the correspondents, we may be exposed to
significant risk of loss if correspondents are unable to meet their financial commitments should there be a substantial adverse change in
the value of margined securities.

In customer margin transactions, the client borrows money from us to purchase securities or for other purposes. The loan is
collateralized by the securities purchased or by other securities owned by the client. Interest is charged to clients on the amount borrowed
to finance margin transactions at a floating rate. The rate charged is dependent on the average net debit balance in the client’s accounts,
the activity level in the accounts and the applicable cost of funds. The amount of the loan is subject to the margin regulations
(“Regulation T”) of the Board of Governors of the Federal Reserve System, FINRA margin requirements, and our internal policies. In
most transactions, Regulation T limits the amount loaned to a customer for the purchase of securities to 50% of the purchase price.
Furthermore, in the event of a decline in the value of the collateral, FINRA requirements regulate the percentage of client cash or
securities that must be on deposit as collateral for the loans.

In permitting clients to purchase on margin, we are subject to the risk of a market decline, which could reduce the value of our
collateral below the client’s indebtedness. Agreements with margin account clients permit us to liquidate clients’ securities with or
without prior notice in the event of an insufficient amount of margin collateral. Despite those agreements, we may be unable to liquidate
clients’ securities for various reasons including, but not limited to, a thin trading market, an excessive concentration or the issuance of a
trading halt.

The primary source of funds to finance clients’ margin account balances is credit balances in clients’ accounts. We generally pay
interest to clients on these credit balances at a rate determined periodically. SEC regulations restrict the use of clients’ funds to the
financing of clients’ activities including margin account balances. Excess customer credit balances, as defined by SEC regulations, are
invested in short-term securities segregated for the exclusive benefit of customers as required by SEC regulations. We generate net interest
income when there is a positive interest rate spread between the rate earned from margin lending and segregated short-term investments
and the rate paid on customer credit balances.

Institutional. The Institutional segment is comprised of businesses serving institutional customers in the areas of securities borrowing and
lending, public finance, municipal sales and underwriting, investment banking, fixed income sales and trading and equity sales. _

Securities Lending Activities. Our securities lending business includes borrowing and lending securities for other
broker/dealers, lending institutions and our own clearing and retail operations. These activities involve borrowing securities to cover short
sales and to complete transactions in which clients have failed to deliver securities by the required settlement date and lending securities
to other broker/dealers for similar purposes.

When borrowing securities, we are required to deposit cash or other collateral or to post a letter of credit with the lender, and we
generally receive a rebate (based on the amount of cash deposited) or a fee calculated to yield a negotiated rate of return. When lending
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securities, we receive cash or similar collateral and generally pay interest (based on the amount of cash deposited) to the other party to the
transaction. Generally, we eamn net interest income based on the spread between the interest rate on cash or similar collateral we deposit
and the interest rate paid on cash or similar collateral we receive.

Securities borrowing and lending transactions are executed pursuant to written agreements with counterparties that generally
require securities borrowed and Joaned to be marked-to-market on a daily basis, excess collateral to be refunded, and deficit collateral to
be furnished. Collateral adjustments are made on a daily basis through the facilities of various clearinghouses. We are a principal in these
securities borrowing and lending transactions and are liable for losses in the event of a failure of any other party to honor its contractual
obligation. Our management sets credit limits with each counterparty and reviews these limits regularly to monitor the risk level with
each counterparty. The securities lending business is conducted primarily from Southwest Securities’ New Jersey office using a highly
specialized sales force.

Investment Banking and Public Finance. Our investment banking and public finance businesses earn investment banking
revenues by assisting corporate and public entity clients in meeting their financial needs and advising the most advantageous means of
raising capital. Our public finance and municipal sales and underwriting professionals assist public bodies in originating, syndicating and
distributing securities for municipalities and political subdivisions. Our corporate finance professionals arrange and evaluate mergers and
acquisitions, offer private placements of securities with institutional and individual investors, assist clients with raising capltal and
provide other consulting and advisory services.

Our syndicate department coordinates the distribution of managed and co-managed corporate equity underwritings, accepts
invitations to participate in competitive or negotiated underwritings managed by other investment banking firms and allocates and
merchandises our selling allotments to our branch office system to institutional clients and to other broker/dealers.

Southwest Securities maintains a corporate finance branch office in Dallas, Texas and ‘public finance branch offices in Austin,
Dallas, Longview, Allen and San Antonio, Texas; Irvine and Cardiff, California; Hillsdale, New York; Albuquerque, New Mexico;
Charlotte, North Carolina; and Monroe, Louisiana.

Participation in corporate and municipal underwritings can expose us to material risk due to the possibility that securities we
have committed to purchase may not be sold at the.initial offering price. Federal and state securities laws and regulations also affect the
activities of underwriters and impose substantial potential liabilities for violations in connection with sales of securities by underwriters to
the public.

Fixed Income Sales and Trading and Equity Trading. Our fixed income sales and trading group specializes in trading and
underwriting U.S. government and agency bonds, corporate bonds, municipal bonds, mortgage-backed, asset-backed and commercial
mortgage-backed securities and structured products. The clients of our fixed income group include corporations, insurance companies,
banks, mutual funds, money managers and other institutions. Southwest Securities has fixed income offices in Dallas, Texas; Chicago,
Illinois; Ft. Lauderdale and North Palm Beach, Florida; Encino, Irvine and San Francisco, California; Canton and Westport Connecticut;
Evergreen, Colorado; Bloomfield, New Jersey; Memphis, Tennessee and New York, New York.

Our equity trading department focuses on providing best execution for equity and option orders for clients and executes
institutional portfolio trades.

Banking. We offer traditional banking products and services through 13 full-service banking centers located in Arlington, Austin,
Benbrook, Dallas, El Paso, Garland, Granbury, Houston, Southlake and Waxahachie, Texas as well as two full-service banking centers
located in Albuquerque and Ruidoso, New Mexico. We specialize in two primary areas: business banking and mortgage purchase. Our
focus in business banking includes small business (“SBA”) lending. We originate the majority of our loans internally, and we believe this
business model helps us develop more valuable relationships with our customers. Our banking operations are currently restricted by, and
subject to, the Order with the OTS and the OCC. See also Note 27 in the Notes to the Consolidated Financial Statements for the fiscal
years ended June 24, 2011, June 25, 2010 and June 26, 2009 included under Item 8. “Financial Statements and Supplementary Data” for
additional information on the Order.

The Bank offers a full array of deposit products, including checking, savings, money market and certificates of deposit. As a’
full-service lender, the Bank offers competitive rates and terms on business loans, as well as a full line of consumer loans. Customers
have access to comprehensive Internet banking services and online bill payment. The Bank offers commercial and commercial real estate
loans as well as residential mortgages through conventional and government loans, primarily in Texas and New Mexico. In prior years,
the Bank also provided interim construction lending to builders throughout the North Texas market. ‘



Our mortgage purchase division purchases participations in newly originated residential loans (1-4 families), from various
mortgage bankers nationwide. The loans are pre-committed for sale to the secondary market and remain on the Bank’s books for an

average of 9-15 days. Approximately 98% of the loans conform to the standards of Fannie Mae, Freddie Mac or Ginnie Mae, and the rest
are “A” credit jumbo loans. As of the date of this report, the Bank had approximately 60 customer/originators across the nation. Although
the Bank is exposed to credit risk before the loans are sold, there is no recourse to the Bank once the sale has closed.

The Bank earns substantially all of its revenues on the spread between the rates charged to customers on loans and the rates

paid to depositors.

Revenues by Source

The following table shows our revenue by source for the last three fiscal years (dollars in thousands):

Net revenues from clearing operations
Commissions:
Listed equities
Over-the-counter equities
Corporate bonds

Government bonds and mortgage-backed

securities
Municipal bonds
Options
Mutual funds
Other

Interest

Investment banking fees:
Corporate
Municipal
Taxable fixed income
Other (trading and other)

Advisory and administrative fees:
Money market funds
Managed account fees
Other

Net gains on principal transactions:
Equity securities
Municipal securities
Corporate bonds
Government issues
Other

Other:
Insurance products
Other security accounts fee revenue
Floor brokerage
Non-interest bank revenue
Regulatory fees
Other

Total revenue

2011 2010 2009
Amount Percent Amount = Percent Amount Percent
$ 10,708 3% $ 10,584 3% §$ 11,541 2%
232 — 324 — 3,473 1%
36,036 9% 38,758 9% 32,032 7%
23,540 6% 33,270 8% 60,486 12%
14,951 4% 15,397 4% 14,222 3%
50,962 13% 51,138 12% 51,150 11%
1,295 — 2,542 — 2,023 —
11,744 3% 12,063 3% 10,126 2%
3,907 1% 3,968 1% 5,491 1%
142,667 157,460 179,003
138,867 36% 156,063 37% 211,873 44%
4215 1% 2,197 — 793 —
15,354 4% 15,721 4% 13,980 3%
8,912 2% 6,834 2% 2,872 1%
666 — 1,256 - 622 —
29,147 26,008 18,267 °
435 — 275 — 6,248 1%
8,101 2% 7,485 2% 9,847 2%
2,083 1% 2,065 — 2,020 1%
10,619 9,825 18,115
1,123 — 1,878 — 2217 —
22,459 6% 22,305 6% 12,753 3%
5739 2% 8,819 2% 10,206 2%
4752 1% 8,535 2% 9,724 2%
4573 1% (176) — (69) —
38,646 41,361 34,831
12,919 3% 12,163 3% 9,457 2%
2,907 1% 2,814 1% 2,619 —
732 — 1,016 — 1,077 —
(838) — 371 — 1,524 —
404 — 462 — 378 —
3,041 1% 4,100 1% (3,008) —
19,165 20,926 12,047 :
$ 389,819 100% $ 422,227 100% $ 485,677 100%



COMPETITION

We encounter intense competition in our businesses. We compete directly with securities firms and banks, many of which have
substantially greater capital and other resources than we have. We also encounter competition from insurance companies and financial
institutions in many elements of our businesses.

The brokerage entities compete principally on the basis of service, product selection, price, location and reputation. We operate
at a price disadvantage to discount brokerage firms that do not offer equivalent services. We compete for the correspondent clearing
business on the basis of service, reputation, financial strength, price, technology and product selection.

Competition for successful securities traders, stock loan professionals and investment bankers among securities firms and other
competitors is intense, as is competition for experienced financial advisors. We recognize the importance of hiring and retaining skilled
professionals so we invest heavily in the recruiting process. The failure to attract and retain skilled professionals could have a material
adverse effect on our business and on our performance.

The Bank also operates in an intensely competitive environment. This environment includes other banks, credit unions, nonbank
lenders and insurance companies. There have been numerous new entrants into the Bank’s market area over the past few years. The
competition ranges from small community banks to trillion dollar commercial banks. As with the securities industry, the ability to attract
and retain skilled professionals is critical to the Bank’s success. To enhance these activities the Bank utilizes SWS for assistance in
recruiting and educational programs. The Bank competes for community banking customers locally based on reputation, service, location
and price. The Bank also competes nationally through its purchased mortgage loan division.

REGULATION

We operate in the financial services industry as, among other things, a securities broker/dealer, a registered investment advisor
and 2 bank. As a result, our businesses are highly regulated by U.S. federal and state regulatory agencies, self-regulatory organizations
and securities exchanges and, to a lesser extent, by foreign governmental agencies and financial regulatory bodies.

We are also under the jurisdiction of the SEC and are subject to the disclosure and regulatory requirements of the Securities Act
of 1933, as amended, and the Securities Exchange Act of 1934, as amended (the “Exchange Act”), as administered by the SEC.

We are a legal entity separate and distinct from our banking and non-banking subsidiaries. Our principal sources of funds are
cash dividends paid by our subsidiaries, capital contributions from the sale of our securities, investment income, and borrowings.
Normally, federal laws limit the amount of dividends or other capital distributions that a banking institution can pay, and the Bank must
obtain prior approval from the OCC before it can pay.dividends to us. On February 4, 2011, the Board of Directors of the Bank agreed to
a Stipulation and Consent to Issuance of Order to Cease and Desist and the OTS issued the Order; however, after July 21, 2011, a change
in federal law gave the OCC the authority to enforce the terms of the Order. The Order provides that, among other things, the Bank
cannot declare or pay dividends or make any other capital distributions without the prior approval of the OCC after 30 days prior notice to
the OCC. See also Note 27 in the Notes to the Consolidated Financial Statements for the fiscal years ended June 24, 2011, June 25, 2010
and June 26, 2009 included under Item 8. “Financial Statements and Supplementary Data.”

Due to the current economic crisis, many new regulations and statutes have been proposed or passed into law that contain wide-
ranging proposals for altering the structures, regulations, and competitive relationships of financial institutions operating and doing
business in the United States.

On July 21, 2010, the President of the United States signed into law the Dodd-Frank Wall Street Reform and Consumer
Protection Act (the “Dodd-Frank Act”). The Dodd-Frank Act aims to restore responsibility and accountability to the financial system by
significantly altering the regulation of financial institutions and the financial services industry. Most of the provisions contained in the
Dodd-Frank Act will have delayed effective dates. Full implementation of the Dodd-Frank Act will require many new rules to be issued
by federal regulatory agencies over the next several years which will profoundly affect how financial institutions will be regulated in the
future. As portions of the Dodd-Frank Act are implemented, we will continue to monitor and evaluate its impact on our operations.
However, the ultimate effect of the Dodd-Frank Act and its 1mp1ement1ng regulations on the financial services industry in general, and on
us in particular, is uncertain at this time.

The Dodd-Frank Act, among other things:

 Established the Consumer Financial Prote¢tion Bureau (the “Bureau™), an independent organization within the Federal
Reserve dedicated to protecting consumers through education, promulgating regulations that implement specified consumer
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protection laws applicable to all entities offering consumer financial products or services and enforcing those regulations.

Established the Financial Stability Oversight Council, tasked with the authority to identify and monitor institutions and

systems which pose a systemic risk to the financial system, and to impose standards regarding capital, leverage, liquidity,

risk management, and other requirements for financial firms.

Abolished the OTS and transferred its functions to other federal banking agencies on July 21, 2011 as follows:

o Functions, powers, authorities, rights and duties of the OTS related to the supervision of savings and loan holding
companies and their subsidiaries (other than depository institutions) was transferred to the Federal Reserve Board
(‘LFRB”) ;

o Functions, powers, authorities, rights and duties of the OTS related to federal savings associations was transferred to the
OCC; and

o Functions, powers, authorities, rights and duties of the OTS related to state savings associations was transferred to the
Federal Deposit Insurance Corporation (“FDIC”).

Required establishment of minimum capital requirements to depository institution holding companies.

Changed the base for FDIC insurance assessments.

Increased the minimum reserve ratio for the Deposit Insurance Fund from 1.15% to 1.35%.

Permanently increased the deposit insurance coverage amount from $100,000 to $250,000.

Directed the Federal Reserve to establish interchange fees for debit cards pursuant to a restrictive “reasonable and
proportional cost” per transaction standard.

Limited the ability of banking organizations to sponsor or invest in private equity and hedge funds and to engage in
proprietary trading. -

Granted the U.S. government authority to liquidate or take emergency measures with respect to troubled nonbank financial
companies that fall outside the e)ustmg resolution authority of the FDIC, including the establishment of an orderly

" liquidation fund

Increased regulation of asset-backed securities, including a requirement that issuers of asset-backed securities retain at least
5% of the risk of the asset-backed securities. :

Increased regulation of consumer protections regarding mortgage originations, including originator compensation, minimum
repayment standards, and prepayment consideration.

Established new disclosure and other requirements relating to executive compensation and corporate governance.

Increased transparency of non-hedging derivative trading activity, with the goal of limiting speculation and increasing
accountability in the commodities and derivatives (including swaps) market.

Removed the prohibition on paying interest on demand deposit accounts.

From time to time, various legislative and regulatory initiatives are introduced in Congress and state legislatures, as well as by
regulatory agencies. These initiatives may include proposals to expand or contract the powers of holding companies and depository
institutions or proposals to substantially change the financial institution regulatory system. Such legislation could change banking and
brokerage statutes and our operating environment in substantial and unpredictable ways. If enacted, such legislation could increase or
decrease the cost of doing business, limit or expand permissible activities or affect the competitive balance among banks, savings
associations, credit unions, and other financial institutions. We cannot predict whether any such legislation will be enacted, and, if
enacted, the impact that it, and any implementing regulations, would have on our financial condition or results of operations. A change in
statutes, regulations or regulatory policies applicable to us or any of our subsidiaries could have a material effect on our business.

Regulation of the Securities Business. The securities industry in the United States is subject to extensive regulation under
federal and state laws and regulatlons Our U.S. broker/dealer subsidiaries are registered as such with the SEC and with FINRA. Self-
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regulatory organizations such as FINRA have also enacted rules (which are subject to approval by the SEC) for governing the industry..
Securities firms are subject to regulation by state securities commissions in the states in which they conduct business. Southwest

- Securities and SWS Financial are registered in all 50 states and the District of Columbia. Southwest Securities is also registered in Puerto
Rico and the U.S. Virgin Islands. Federal and state authorities, as well as state regulatory authorities, have the power to undertake periodic
examinations of our securities broker/dealer operations for the purpose of assuring our compliance with the applicable rules and
regulations.

The regulations to which broker/dealers are subject cover all aspects of the securities business, including the manner in which
securities transactions are effected, net capital requirements, recordkeeping and reporting procedures, relationships and conflicts with
customers, the handling of cash and margin accounts, sales methods and conduct, experience and training requirements for certain
employees, the conduct of investment banking and research activities and the manner in which we prevent and detect money-laundering
activities. As a policy matter, the regulatory framework of the financial services industry is designed primarily to safeguard the integrity
of the capital markets and to protect customers, not creditors or stockholders. Legislation and changes in rules promulgated by the SEC
and by self-regulatory organizations or changes in the interpretation or enforcement of existing laws and rules often directly affect the
method of operation and profitability of broker/dealers. The SEC and the self-regulatory organizations may conduct administrative
proceedings that can result in censure, fine, suspension or expulsion of a broker/dealer firm, its officers or employees.

Our broker/dealer subsidiaries are subject to the SEC’s net capital rule (Exchange Act Rule 15¢3-1). Generally, a broker/dealer’s
net capltal is net worth plus qualified subordinated debt less deductions for non-allowable (or non-liquid) assets and other operational '
charges. The SEC and FINRA i impose rules that require notification when net capital falls below certain predefined criteria. These rules
also dictate the ratio of debt-to-equity in the regulatory capital composition of a broker/dealer, and constrain the ability of a broker/dealer
to expand its business under certain circumstances. If a firm fails to maintain the required net capital, it may be subject to suspension or "
revocation of registration by the applicable regulatory agency, and suspension or expulsion by these regulators could ultimately lead to the
firm’s liquidation.

Compliance with the net capital requirements may limit our operations requiring the intensive use of capital. Such rules require
that a certain percentage of our assets be maintained in relatively liquid form and therefore act to restrict our ability to withdraw capital
from our broker/dealer subsidiaries, which in turn may limit our ability to pay dividends, repay debt or redeem or purchase shares of our
outstanding common stock. Any change in such rules or the imposition of new rules affecting the scope, coverage, calculation or amount
of capital requirements, or a signiﬁcant operating loss or any unusually large charge against capital, could adversely affect our ability to
pay dividends or to expand or maintain present business levels. In addition, such rules may require us to make substantial capital
contributions into one or more of our broker/dealer subsidiaries in order for such subsidiaries to comply with such rules, either in the
form of cash or subordinated loans made in accordance with the requirements of the SEC’s net capital rule. As of June 24, 2011,
Southwest Securities had regulatory net capital, as defined by Exchange Act Rule 15¢3-1, of $121.9 million, which exceeded the amounts
required by $115.4 million. However, the amount of such net excess capital may change dramatically within short periods of time.

Our broker/dealer subsidiaries are required by federal law to belong to the SIPC, whose primary function is to provide financial
protection for the customers of failing brokerage firms. SIPC provides protection for clients’ cash and securities up to $500,000 per
customer account, of which a maximum of $250,000 may be in cash.

Our broker/dealer subsidiaries must also comply with the USA PATRIOT Act and other rules and regulations designed to fight
international money laundering and to block terrorist access to the U.S. financial system. We are required to have systems and procedures
to ensure compliance with such laws and regulations. .

Certain activities of some SWS subsidiaries are regulated by the CFTC and various commodity exchanges. The CFTC also has
net capital regulations (CFTC Rule 1.17) that must be satisfied. Our futures business is also regulated by the NFA, a registered futures
association. Violation of the rules of the CFTC, the NFA or the commodity exchanges could result in remedial-actions including fines,
registration restrictions or terminations, trading prohibitions or revocations of commodity exchange memberships.

Banking Régulation&. We are subject to the extensive regulatory framework applicable to savings and loan holding companies
as well as federal savings associations. This regulatory framework is primarily intended for the protection of depositors, the Federal
Deposit Insurance Fund (“DIF”), and the banking system as a whole, rather than for the protection of stockholdeljs and creditors.

As a savings and loan holding company, we are subject to regulation by the FRB. The Bank is subject to regulation and
examination by the OCC (its primary federal regulator). The banking regulators, including the OCC, FDIC and FRB have broad and, in
some cases, overlapping, authority to prohibit activities of holding companies, federal savings banks, their non-banking subsidiaries,
directors, officers and other institution affiliated parties (such as attorneys and accountants) that represent unsafe and unsound banking
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practices or that constitute violations of laws or regulations. The OCC can assess civil money penalties for violations of law, OTS/OCC
orders, written conditions or written agreements with the OCC, as well as certain activities conducted on a “knowing and reckless” basis,
if those activities caused a substantial loss to a depository institution. The penalties can be as high as $1.375 million for each day the
activities continue.

The Dodd-Frank Act transferred the functions of the OTS (other than consumer protection) as they relate to the Bank to the
OCC, and as they relate to us, to the FRB. The transfer of functions from the OTS was effective July 21, 2011 (“Transfer Date™) and on
that date, we became subject to the supervision and regulation of the FRB. It is expected that we will eventually be required to comply
with capital and activity requirements similar to those currently applicable to bank holding companies. In addition, the Dodd-Frank Act
implemented new minimum capital requirements for depository institution holding companies. The OCC published a final rule on the
Transfer Date clarifying the application of its rules to federal savings banks in certain areas, including assessments, preemption of state
law, visitorial powers and other clarifying administrative matters. After the Transfer Date, the FRB published a notice of intent and
request for comment and the OCC published an interim final rule with request for comment related to the renumbering, enforcement and
administration of former OTS rules. Effective ninety days after the Transfer Date, the OTS will be abolished.

The Dodd-Frank Act also requires the FRB to mandate that any bank holding company or savings and loan holding company
serve as a “source of financial strength” for any subsidiary that is a depository institution. The federal banking agencies have one year
after the Transfer Date to issue joint final rules related to the source of financial strength requirement. “Source of financial strength” is
defined as the ability of a company that directly or indirectly owns or controls an insured depository institution to provide financial
assistance to such insured depository institution in the event of the financial distress of the insured depository institution. Once these rules .
are finalized, as a savings and loan holding company, we will be required to be a “source of financial strength” for the Bank.

In July 2010, the FDIC voted to revise its existing Memorandum of Understanding with the primary federal regulators to
enhance the FDIC’s existing backup authorities over insured depository institutions that the FDIC does not directly supervise. As a result,
the Bank may be subject to increased supervision by the FDIC.

) With very limited exceptions, we may not be acquired by any company or by any individual without the approval of a
governing bank regulatory agency. That agency must complete an application review, and generally the public must have an opportunity
to comment on any proposed acquisition. Without prior approval from the FRB, we may not acquire more than five percent of the voting
stock of any savings institution. The Dodd-Frank Act restricts a bank that is the subject of a formal enforcement action or a memorandum
of understanding with respect to a significant supervisory matter from converting its charter, subject to certain exceptions.

The Bank is currently subject to OCC capital requirements. Federal statutes and OCC regulations have established four ratios
for measuring an institution’s capital adequacy: a “Tier I (core) capital” ratio — the ratio of an institution’s Tier I capital to adjusted
tangible assets; a “Tier I risk-based capital” ratio — an institution’s adjusted Tier I capital as a percentage of total risk-weighted assets; a
“total risk-based capital” ratio — the percentage of total risk-based capital to total risk-weighted assets; and a “tangible equity” ratio —
the ratio of tangible capital to total tangible assets.

Federal statutes-and OCC regulations have established five capital categories for federal savings banks: well-capitalized,
adequately capitalized, undercapitalized, significantly undercapitalized, and critically undercapitalized. The federal banking agencies have
jointly specified by regulation the relevant capital level for each category. An institution is defined as well-capitalized when its total risk-
based capital ratio is at least 10.00%, its Tier I risk-based capital ratio is at least 6.00%, its Tier I (core) capital ratio is at least 5.00%, and
it is not subject to any federal supervisory order or directive to meet a specific capital level. On February 4, 2011, the Board of Directors
of the Bank agreed to the Stipulation and Consent to Issuance of Order to Cease and Desist and the OTS issued the Order. After the
Transfer Date, the Dodd-Frank Act gave the OCC the authority to enforce the terms of the Order. Accordingly, as a result of the issuance
of the Order, effective February 4, 2011, the Bank is deemed to be “adequately capitalized” and no longer meets the definition of “well
capitalized” under federal statutes and OCC regulations even though its capital ratios meet or exceed all applicable requirements under
Federal law, OCC regulations and the Order. See also Note 27 in the Notes to the Consolidated Financial Statements for the fiscal years
ended June 24, 2011, June 25, 2010 and June 26, 2009 included under Item 8. “Financial Statements and Supplementary Data.”

Bank regulators are required to take “prompt corrective action” to resolve problems associated with insured depository
institutions whose capital declines below certain levels. Federal banking agencies are required to take various mandatory supervisory
actions and are authorized to take other discretionary actions with respect to institutions that are “undercapitalized,” “significantly
undercapitalized” or “critically undercapitalized.” The severity of the action depends upon the capital category in which the institution is
placed. Generally, subject to a narrow exception, the banking regulator must appoint a receiver or conservator for an institution that is
critically undercapitalized.
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In the event an institution becomes “undercapitalized,” it must submit an acceptable capital restoration plan. The capital
restoration plan will not be accepted by the regulators unless, among other requirements, each company having control of the
undercapitalized institution guarantees the subsidiary’s compliance with the capital restoration plan up to a certain specified amount. Any
such guarantee from a depository institution’s holding company is entitled to a priority of payment in bankruptcy.

The aggregate liability of the holding company of an undercapitalized depository institution is limited to the lesser of 5% of the
institution’s assets at the time it became undercapitalized or the amount necessary to cause the institution to be “adequately capitalized.”
The bank regulators have greater power in situations where an institution becomes “significantly” or “critically” undercapitalized or fails
to submit a capital restoration plan. However, the guarantee can be limited for a holding company that is a “functionally regulated
affiliate” of the depository institution, such as a holding company that is a broker-dealer registered with the SEC, if the functional
regulator of the affiliate objects. For example, the FRB could require an SEC registered broker/dealer holding company for an
undercapitalized federal savings bank to guarantee the bank’s capital restoration plan, subject to the limitations summarized above and
subject to an objection from the holding company’s functional regulator, the SEC.

An undercapitalized institution is also generally prohibited from increasing its average total assets, making acquisitions,
establishing branches or engaging in any new line of business, except under an accepted capital restoration plan or with FDIC approval.
The prompt corrective action regulations also establish procedures for downgrading an institution to a lower capital category based on
supervisory factors other than capital.

The FDIC insures the deposits of the Bank up to the applicable maximum in each account, or up to $250,000 per account, as
implemented by the Dodd-Frank Act. FDIC deposit insurance is backed by the full faith and credit of the United States government.

The FDIC’s Liquidity Guarantee Program was established on October 14, 2008 to strengthen confidence and encourage
liquidity in the banking system. The FDIC Liquidity Guarantee Program has two parts, the Transaction Account Guarantee Program
(“TAGP”) and the Debt Guarantee Program (“DGP”). The Bank and SWS Group elected to participate in the DGP; however, neither the
Bank nor SWS Group has issued any debt covered by the DGP. Accordmgly, there is currently no cost to the Bank or SWS Group for
electing to participate in the DGP.

Under the TAGP, the FDIC provided unlimited FDIC deposit insurance coverage for noninterest-bearing transaction deposit
accounts, Negotiable Order of Withdrawal (“NOW™) accounts paying less than one quarter of one percent (0.25%) interest per annum,
and Interest on Lawyers Trust Accounts (“IOLTA”) held at FDIC insured institutions. Participating institutions pay an assessment on the
balance of each covered account in excess of $250,000. The TAGP unlimited deposit insurance coverage expired on December 31,
2010.However, the Dodd-Frank Act provided unlimited FDIC deposit insurance on noninterest-bearing transaction accounts held at all
insured depository institutions for the period from January 1, 2011 through December 31, 2012. This temporary unlimited coverage is
separate from, and in addition to, the coverage provided to depositors for other accounts at an insured depository institution. The original
Dodd-Frank Act provisions are similar to the TAGP, but did not include NOW accounts and IOLTA accounts within the definition of
noninterest-bearing transaction accounts. On December 29, 2010, the President signed an act that included a technical amendment to the
definition of “noninterest-bearing transaction account” to include IOLTA accounts. The FDIC published a final rule on January 27, 2011
implementing these technical amendments related to including IOLTA accounts under the temporary unlimited FDIC deposit insurance
coverage, effective January 1, 2011. :

On November 12, 2009, the FDIC Board of Directors voted to require insured depository institutions to prepay their estimated
quarterly risk-based insurance assessments for the fourth quarter of 2009, and for all of 2010, 2011 and 2012. The prepaid assessment,
along with the Bank’s regular third quarter assessment, was paid on December 30, 2009. For the purposes of estimating the Bank’s
assessments for the fourth quarter of 2009, and for all of 2010, 2011, and 2012, and calculating the amount that the Bank prepaid on
December 30, 2009, the Bank’s assessment rate was its total base assessment rate in effect on September 30, 2009. The FDIC Board of
Directors also increased the annual assessment rates uniformly by 3 basis points beginning in 2011. As a result; the Bank’s total
assessment rate for purposes of estimating its assessments for 2011 and 2012 was increased by an annualized 3 basis points beginning in
2011. The Bank’s total base assessment rate in effect on September 30, 2009 was 15.54 basis points an